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ABSTRACT 


Section 6(a) of the Small Business Act, as amended, 
authorizes the Small Business Administration (SBA) to enter into 
contracts with other government procuring agencies for goods and 
services. The SBA subcontracts the work on a sole source basis 
to small businesses that are owned and controlled by socially and 
economically disadvantaged individuals. Overpricing of 8(a) 
contracts occurs when an award is made above the current fair 
market value and the SBA does not provide business development 
expense funds for the price differential. Both General 
Accounting Office and United States Army Audit Agency audits cite 
cases of overpricing. This thesis examines overpricing from a 
total change order rate perspective for 8(a) and formally 
advertised maintenance service. From the data accumulated for 
Mabon StLUGCY, lt was Getermined that the change order rates were 


comparable. 
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I. JmlRODUCTION 


A. BACKGROUND 
Section 8(a) of the Small Business Act, as amended, 

authorizes the Small Business Administration (SBA) to serve as 
prime contractor and enter into contracts with federal s0Venamoame 
procuring agencies to furnish articles, equipment, silipotveauem 
materials to the federal government. The SBA then subcontracts 
the actual performance of the work, on a sole source basis yueee 
small businesses tnat ere owned and controlled by socially and 
economically disadvantaged individuals. As stated in the Federal 
Register: 

The purpose of the Section 8(€a) Program) temvee 

(i) Foster business ownership by individuals who are both 

socially and economically disadvantaged; (ii) promote the 

competitive viability of such firms by providing Such avaiiaeeee 

contract, financial, technical and management assistance as may 

be necessary; and (iii) clarify and expand the program for the 

procurement by the United States of articles, equipment, 

Supplies, services, materials and construction work from small 

business concerns owned by socially and economically 

disadvantaged individuals. [Ref. l:p. 56690] 

Contracts awarded under the 8(a) Program utilize 

sole source negotiations with economically disadvantaged 
contractors. The use of sole source negotiations precimiges 
competition from being a factor in price determination, 


while the economically disadvantaged contractors vty prea 


lack contract experience. [his combination of ne 


Poriveereromeana.ad inexperieneeca contractor can result in a 
momcrack price whien is nigher than a price that would be 
Seca lined under normal competilCive conditions. 
Cont ra@e ane wineemeniceS for 8(a) contracts require tne 
Proecuring agency to determiine the fair market value, wnicn 
7S the price that would be obtained under normai competitive 
conditions. However, overpricing occurs when these contracts are 
awarded above the fair market value and SBA does not provide 
ousSiness development expense funds for the differential. 
Overpricing can and does occur. This fact iS supported by 
audits conducted by the General Accounting Office (GAO) and tne 
wredsouaLves Army Audit Agency. The audits cited difficulty in 
determining the fair market value, opposing objectives for the 
MemoulatOrs, and non use of business development expense funds as 


maetors Leading to overpricing situations. 


Pee tHE SiS OBJECTIVE 

The objective of this thesis is to review potential 
overpricing of 8(a) contracts from a total change order cost 
perspective. This perspective will take into account the twa 
different contract processes for 8(a) and formally advertised 
eonvuracts. 

Tne combination of Graham-Rudman budget cuts and Department 
of Defense (DOD) emphasis on conpetitive procurement call for a 
furtner review of the cost to federal government agencies 
Mepuicipating in the 8(a) Program. If overpricing exists in 8(a) 
meismecd COntracts, Ehe matter must be reviewed and corrective 
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action taken to ensure tnat che needed service 1S received sac 
MiNi nNuUliee Os te, 

Despite the audit finding Of OVerpricing 7 eone tiie pee 
that tne determination of overpricing between 8(a) versus 
formally advertised contracts can be difficult. The difficuiame 
occurs because contract specifications and requiretients dit ferme 
well as tne award processes. 

Contracts awarded under the 8(a) Program utilize sole source 
negotiations with economically disadvantaged contractors. "oom. 
source negotiations permit tne contract parties to discussmanme 
resolve contract problems prior to contract award, tne end pes uiee 
being a better mutual understanding of the contract requirements 
and costs. This snould also result in a better understanding 
contract requirements when the price 1s esteblishcawages 
consequently, minimal change orders to correct speci tmeariten 
errors/omissions during tne contract periloceueiieowra teem 
contract price should then be a good representation of the total 
CGnlrace price. 

Formally advertised contracts do not permit tne contreace 
parties to discuss and resolve contract problems prior toNayvawee 
Contractor competition establishes the contract price. Senaanee 
orders are then used to resolve specification errors/omissions 
during the contract period. This itiplies that the wiaaeaeam 
contract price may not be a good representation Of tnhewtova 


COnlracl wer lec. 


ineoreticaltly, formally advertisedq contrects are more likely 
tO experience lower award amounts and a potential for high cnange 
order costs, while 8(a) awards are more likely to experience a 
higner award amount and minimal change orders. Therefore, 
comparing, award prices, as the GAO and Army audits did, may not 
give a fair representation of the overpricing phenonenon. 

An analysis of total change order costs for the two types of 
contracts should neutralize the different effects associated with 
the different contract processes. This neutralization should 
permit a better determination as to whether 8(a) contracts are 


overpriced. 


fee RESEARCH METHODOLOGY 

This thesis presents an analysis of maintenance service 
Contracts awarded by the Western Division, Naval Facilities 
eoetneering Command, San Bruno, California, local 
Seereer—in-Charge of Construction (OICC) field offices. The 
contracts analyzed are composed of 8(a) awards and formally 
advertised small business awards. The emphasis was on 
determining whether overpricing occurs on 8(a) awarded 
maintenance service contracts. The determination was made by 
comparing the contract change order rates, for both 8(a) and 
formally advertised maintenance service contracts. 

Researcn for this thesis included (1) a review of applicable 
literature, and (2) collection of contract data from officials at 
the Small Business Association Regional Office in San Francisco, 
WESTDIV personnel (contract specialists) at various field 


° 


offices, and tne WESTDIV Smell Business Specialisvu. ee omen 
data were extracted from the WESTDIV Construction Hanagement 
System Report (CHS) dated 30 April 1986. 6(a) contracts one 
CMS were iaentified by a contract number Listing provided oO yaaa. 
WESTDIV Small Business Specialist. Contract change order data 
was obtained from various field offices througn telephone 


interviews. 


De StHESTS, ORGANIZE PmOn 

Chapter II provides an overview of the 8(a) Program. The 
overview covers the Program’s history end the steps involved in 
the contracting process for the procuring agency, SBA, and 8(a) 
contractcr. The purpose and use of buSiness development funds 
are examined along with the means of determining the fair iia 
value and the negotiation process. The chapter concludes with 
examples of overpriced 8(a) contracts cited in GAO and United 
States Army Audit Agency reports. 

Chapter III provides an overview of maintenance Serviee 
eontracts, their use, and contract admins Vea 
procedures. The method of data collection for WESTDIV awarded 
naintenance service contracts is also presented. The chapter 
concludes with an overview of the analytical computations used 
for the data colveceged, 

Chapter IV discusses the results of the analysis. Chapter V 
Summarizes findings of the analysis and presents conclusions of 


the thesis. 
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i, OVERVIEW OF ThE Gla) PROGRAM 


me HESTORY 

SBA nas nad the 8(a) procurement authority since the passage 
Seecue somali Business Act in 1958. But this authority was not 
used until after the 1967 civil disturbances, when SBA offered 
Genecompetilitive contracts to any smali puSiness that agreed to 
locate in depressed areas and hire the unemployed and 
undereniployed in 1968. This test program was not successful 
because only a few small businesses were willing to relocate. In 
1969, SBA changed the Program*s focus to cnannel non-competitive 
contracts to disadvantaged small businesses. Then in 1978 Public 
Law 95-507 defined the purpose of section 8(a) as noted in 


Chapter I. [Ref. 2:pp. 1-5] 


Pree THE 8(a) CONTRACTING PROCESS 

The following overview describes the 8(a) contracting 
peoeess, along with the responsibilities of tne SBA, procuring 
agency, and 8(a) contractor. It is provided as background for 
meer standing how the ultimate contract price is achieved. 

The contracting process starts when the SBA and the procuring 
meeney atch the agencies' contract requirements with tne 
@apabilities of an eligible contractor. When a match 18 nade, 
the SBA will request the procuring agency to support the 8(a) 
contractor's business plan via a request for commitment letter. 
The business plan details tne business development objectives of 


11 


the contractor, and wnat, how, and wnere tne resources will be 
obtained to enable the contractor to increase 10s sao meee eee 
participate in the open market place. [Ref. 3:p. 50] 

The procuring agency then reviews the commitment letter jee 
when satisfied that the contract requirement can be met the 
agency notifies the SBA of its intent to contract. {he procul 
agency then provides the SBA with contract information (€@. 2 0eee 
contract plans, specifications, detailed federal government weges 
estimate), and any other available information concerning the 
contract. (Ref. 4:pp. 19-21] 

The SBA then forwards the contract inlermauion 
(excluding the federal government cost estimate) to the selected 
8(a) contractor via a request for proposal. This document 
requires the contractor to submit thelr detailed eSUCimate fen 
DerfoOrmine tne ecOulLrae Erte oon. 

Upon receipt and review of the contractor's proposal SBA 
nakes a determination as to whether tne price propescamer- 
reasonable by comparing it to the estimated current fair mankeg 
price prepared by the procuring agency. If the contractor's 
proposal is considered adequate, SBA will forward it to the 
procuring agency. If the procuring agency accepts the proposal 
as submitted, a contract would be awarded. If the agency does 
not accept the proposal, sole source negotiations joule. 
utilized to achieve the contract price. 

The sole source negotiations would be between the procuring 


agency and the SBA (the contractor would be represented by tne 


2 


Pemeewno is the Orime contractor). Direct negotiaetion can be 
conducted between the 8(a) contractor and the procuring agency if 
authorized by the SBA. This normally occurs when there is a 
limited ariount of time and when the 8(a) contractcr has had 
Previous experience negotiating with the procuring agency. 

Meet. 3:p. 119] 

Negotiations would conclude witn one of three possible 
outcomes. The first iS an awarded contract based on an agreetent 
of the current fair market price. The second is an awarded 
contract that utilized SBA business development expense funds. 
The business development expense funds would pay for a price 
differential that existed between the procuring agency's 
SercrmMination of the current fair market value for the contract 
and the price SBA felt was needed to provide the 8(a) contractor 
a reasonable prorit. The third outcome would be no contract 
award. This would oceur when SEA would either not provide 
business development expense funds, or reduce the contract price 
to the fair market price as established by the procuring agency 


fering tne negotiation process. 


Mee SPUSITNESS DEVELOPMENT EXPENSE FUNDS 

As noted in the preceeding section, the SBA can use business 
aevelopment expense funds to fund the difference between the 
price negotiated for tne 8(a) contract and the price needed for 
the 8(a) contractor to earn a reasonable profit. This section 


Will provide amplifying information as to what business 
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develcoment expense funds are, what they can be used fOrpearncuae 
overpricing can occur if they are not pro aie 

Tne &8(a) Program is a business development program. Inherent 
in a business development program are developments related 
expenses (e.g., tne purchasing of capital equipment) and adequate 
credit and capital. When these expenses are incurred by tne 8(a) 
contractors, it can result in their contract price = bedna tae 
then other established competitors in the market. The higher 
price tney charge may make them noncompetitive. [Ref. 3:p. 1] 

To counter this problem tne SBA has a business loan and 
investment fund, appropriated by Congress, which provides funds 
to compensate for the developnent expenses incurred by the 8(a) 
contractors. Thus tne SBA can provide buSiness development 
expense funds to tne procuring agencies tO fund etaeNda ea 
between the negotiated fair market value the agency should pay 
and the amount necessary for the 8(a) contractor to earn a 
reasonable profit. 

Business development expense funds can be used for tne 
foldlowine: iRer.. 3. pen bad) 

1. Acquisition of Special tooling and testwecUvpme ie 
ce. Facility and production engineer. 

3. Training costs to counterect low labor productive 
4. (Leaben=ecosts. 

5. Material wastage costs. 


6. General and administretive expense and otner indirect 
COS tS. 
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oe i ceemelce aue tO Low order purchasing “power 
and/or material usage in comparison to competitors. 


eV eompiernes Occurs When the procuring agency awarcs a 
meeraeteapove the current falr market value, and the price 
Gerrerential is not funded with SBA business development expense 
meas. Overpricing 1S a violation of the Federal Acquisition 
Regulations (FAR). The FAR does not 2llow procuring agencies to 
award an 3(a) contract unless eitner the total contract price is 
reduced to the negotiated fair market value or business 
development expense funds are provided by the SBA for the price 


differential. [Ref. 4:pp.19-21] 


Pee DETERMINATION OF THE FAIR MARKET VALUE 
Determination of the fair market value for €&(a) 
Somtracts 15 a Unique process for a procuring agency. Wormally 
the agency estimates the fair and reasonable price for a 
contract. For 8(a) contracts the agency must determine the 
mierent ftalr market value which represents the price tnat would 
be oodtained under normal competitive procedures. [Ref. 5:p. 3] 
Overpricing of an 8(a) contract can result if a poor estimate 
of fair market value is prepared, because the ultimate contract 
fomee 1S attained via sole source negotiations. During tnese 
Meesovlations the estimate functions as the base from which the 
procuring agency determines its ultimate price. The estimate 1s 


also reviewed by the SBA at the time they review and assist the 
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6(a) contractor with nis proposal prior to nesotiarions comme 
estimate can also function as a base for the SBA, 

The determination of tne fair market price for 
maintenance service contracts 1S aided by tne fact that themes 
is repetitive and a requirement for most 20Vernienueagen eas 
(i.e., janitorial and trash removal). The repetationmand 
commonality of the requirement provide a good data base for 
determining the fair market value. A conmiparable contract could 
be obtained, and with appropriate adjustments for differences in 
the contract plans, specifications, quantities, schedules wang 
wage rates, a good estimate of falr market velue coutam@ae 
developed. 

This issue of repetition and commonality was noted by GAOQ. 
GAO found the fewest problems with fair market value price 
determinations when the contract items were repetitively 
rurchased and also competitively procured from non-8(a) firms. 


(Ret. 62. 107 


Ee, CONTRAGC? NEGOT LATIONS 

The 6(a) Program uses sole source negotiations to determine 
tne contract price when a difference existsS Detween tne prceiien 
agency's estimate of the current fair market value and the 6(a) 
contractor's proposal. As previously noted, tne negovuilcviemee 
will be between the SBA and the procuring agency, or direce 
negotiations may be conducted between the procuring agency anda 


the 8(a) contractor. If the parties pursue negotlaurenomce 
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Perle ewe Olurac, price, tnéey will enter@ those nesoviations 
with different objectives. 

ise preeuring ageney's ultimate goal is a contract price that 
is equal to or less Chan their estimate of the current fair 
market value. During negotiations they woulda revise their 
estimate as necessary, if warranted by additional information 
obtained during the negotiation process. 

The SBA*s ultimate goal is to obtain a price that would allow 
Miemowa) contractor Co perform the contract work plus a 
reasonable profit. If the price proposed by the procuring agency 
1s not considered enough to provide a reasonable profit for the 
8(a) contractor, the SBA will attempt to conduct furtner 
negotiations to obtain the necessary price. [Ref. 3:p. 119] 

Mievese ditferent negotiation objectives can result in two 
Bovernment agencies pursuing a different contract price. the 
procuring agency pursues the current falr market value or less; 
the SBA pursues a contract price to perform tne contract work 


plus a reasonable profit. 


Meee OVERPRICING SITUATIONS 

Overpriced contracts have been cited in audits of DOD 
procuring agencies by GAO and the United States Army Audit 
Mmeency. Factors contributing to overpricing were poor estimates 
of the current fair market value, nonuse of SBA business 
development expense funds when warranted, and opposing 
negotiation objectives for the procuring agency and tne SBA. 
meecitic examples of overpricing cited by these agencies follow. 


Hi 





dated 12 October 1982, had as one of its objectives the 


determination of whether DOD procuring agencies acquired goods 
and services at fair market prices through the 8(a) Program (Ref, 
6:p.51]. Tne report included eight procurement installations 
(two each from the Army, Wavy, Air Force and Defense Logistics 
Acency) which were considered to be among the most active DOD 
procuring agencies. These eight installations, which aceounmmen 
for 50% of total DOD 8(a) contracts ($466,242,000 out of a tome 
of $927,898,000), were: [Ref. 6:p. 6] 


1. USA Armament Material Readiness Command (ARRCOM) 
hock Island Arsenal =ast Ll inoms:. 


2. United States Army Missile Command (MICOM) 
Redstone Arsenal, Alabana. 


3. United States Navy Ships Parts Control Center 
Mechanicsourg, Pennsylvania. 


4, Naval Facilities Engineering Command (Northern and 
Chesapeake Division) Philadelphia, Pennsylvania and 
Washington, Dc. 


5. Warner Robins Air Logistics Cenvem 
Robins AFB, Georgia. 


6. San Antonio Air Logistics Center ana Same 
Contracting Center, Kelly AFB, Texas. 


7. Defense Fuel Supply Center 
Alexandria, Virginia. 


8. Defense Personnel Support Center 
Philadelphia, Pennsylvania. 


A total of 113 8(€a) contracts were reviewed. < hese 
contracts represent 46% of the total dollar amount of 8(a) 


ie 


Pee ver ecreelenel tl I1nStallations. ine Specific” contracts 
reviewed for eacn installation were oaséed on nish dollar values 
Pethin three categories: (1) contracts tnat contain business 
seve iloonenc exoense PUndS.(e pe tiese strac Gid Met conrain tie 
mencds, and (3) terminated contracts. [Ref. 6:p. 6) 

Dice Ou mernecan Unc stohlOwiiis Cranples of overpricing 
tnat were attributed to tne poor estimate of the fair merket 
Wee, nonuse Of SuSiness development expense funds, and the 
Mmeererence in che contract price objective during the negotiation 
process between the procuring agency and the SBA. 

ARRCOM awarded an 8(a) contract for spare barrel covers 
for mechine guns for $41,435 in September 1979. The auditors 
found a proviem with the way ARRCOMH developed the fair market 
meme CStifiate for tne contract. ARRCOM computed the estii.ate vy 
adjustins for inflation tne previous year's non-8(a) awarded 
Pempract, whien haa the sane specifications and comparable 
Semerect teriis. Then an additional 10 percent was added to the 
meral estimate for 8(a) contractor inefficiencies. GAO concluded 
Mieco tne 10 sercent adjustment, whicn totalled $3,762, resulted 
monn RCOM Suosidizing the 8(a) contractor. The $3,762 snould 
have been funded with tne SBA's business development expense 
Mmemds. (Ref. 6:pp. 11-12) 

Piemavarced. anlola contract fOr missile» system repair 
Mees fOr S201,705,8 This price waseS74,840 higner than HICO.i's 
Maelal fair tlarket value estimate which was based on recent 


@empearaole awerds. MICOM adjusted their initial estimate to 
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eGrnpensate for 6(a) contractor minimun duy/dollar requirements 
for needed items. GAO concluded that the $74,840 increase should 
nave been funded witn the SBA's business development expense 
funagse [het 2702 0pyei2-1 sr 

ARRCON awarded eight out of tne eighteen 8(a) contracts 
reviewed at prices nigher than the fair market value. This 
occurred because ARRCOM substituted negotiated SBA prices for the 
fair market value estimates whicn were based on historical daa 
from non 8(a) contracts. ARRCOM made the substitution because 
the SBA did not have business developnient expense funds or 
refused to pay any price differential. “Ref we0:p em 

ARRCOM awarded an 8(a) contract for five million tape 
stiffener assemblies for $314,000 (unit cost $0.0628). 
This cost was $49,000 higher than the fair market value estinate 
prepared by ARRCOM which was based on a unit price of $0.0530, 
for a total amount of $265,000.” The sues seminar tce 
considered to be the current falr market value, was based on 
recent (tne previous month) awards and offers. The auditors 
attributed the ultimate unit price increase ($0.0530 to $070G2e8 
to pressure from the SBA negotiator. The SBA negotiator's 
Objective was to obtain an award amount that would provide a 
reasonable profit for the 8(a) contractor rather than the current 
fair market value.  [Ref. Oop. f5=2eq 

Qe. United States Army Audit Agency Findings 
An audit of Letterhenny Army Depot, Chambers- 


burg, Pennsylvania found that the &(a) janitorial contract award 
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mmo ce Ot @l.0ee,55/"rer FY 60 ifdy nave been overpriced. Tnis 
Mectininavlon Was based on prior eontract prices for janitorial 
work which were $784,260 for FY 79 (awarded to tne same 8(a) 
Benctractor) and $560,771 mel fomeawarced Via formal 
advertising). The federal government estimate of the fair market 
value for FY 80 was approximately $600,000. Unit costs for 
mierve Of the supply items in the contractor's proposal were also 
reviewed. Of the twelve items, ten were found to be nigher than 
General Services Administration prices. There were some changes 
in the services specified, but tnose changes were not 

Peenificant and did not justify the price differential. Elements 
Meomeriouting to tne overpricing situation were a short tine 
Period before the service was needed and the contracting 
Ofiticer's failure to consider the federal government estimate and 
prior year*s prices and negotiations with the 6(a) contractor. 
[Ref. 7T:pp. 14-17] 

An audit of United States Army Armament Research and 
Development Command, Dover, New Jersey found overpricing on three 
of the six 8(a) contracts reviewed. The contracts were composed 
mmmore CONStruction and five janitorial Services contracts with a 
total cost of $2.8 million. The three contracts totalled 
$619,993 which was about $78,000 higher tnan the total fair 
Mweeet Value for those contracts. Ihe three contracts were 
memded at prices based on the contrectors! final offers rather 
than on the fair market values. SBA buSinesSS development expense 


funds were not sought to fund the difference between the fair 


a 


market price and tne contractor's 7 inate ere 
[Refs eéaipo., LSaiys 

An audit of the Presidio of San Franevseo ye ail 
found two oa) service eontracts totalling about $683,000 Cie 
could have been obtained at a lower price if they had been 
formally advertised. The auditor's analysis was based on the 
comparison of one of tne 8(a) contracts and a comparable formally 
advertised contract. The monthly square foot unit cost was 14 
cents for the 8(a) contract compared to 4 cents for the formally 
advertised contract. Tnmis represents a totel annual orice 
differential of $158,000 for the one 8(a) contract. The auditors 
were unable to make a comparison of the second 8(a) contract, but 
assumed a similar cost reduction could be expected. 

PRet. 925. 47) 

An audit of the United States Army Training Center, Fort 
Jackson, South Carolina found overpricing assoclatedwuivinc 
8(a) awarded janitorial services contracts. The two contracts 
were awarded to the same 8(a) contractor for a total of $924,808. 
The previous year*s contracts were formally advertised and 
awarded for a total price of $477,474. There were minor changes 
in tne specifications between the two years, but the changes did 
not justify the large increase. The overpricing was attributed 
to a short time requirement and a poor government estimate of the 
fair market value. [Ref. 9:pp. 7-9] 

An audit of the 7th Infantry@Oiy listen poneee a. 


California found the 8(a) awarded dining attendant contract to be 
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Peer prieca oy wap0ue o512,000. Ine -contract was awarded for about 
S2e.6 million in FY 81. The cost-per-meal price was 69 cents 
whnile tne cost-per-meal price for a comparable formally 
eevertisecd contract Vas oSeCCNUog@melne eCStimated Ovyerpricing cost 
of $912,000 was computed by taking the cost-per-meal price 
difference times tne estimated number of meals. The auditors 
Menciuded tne Overpricing occurred because the procuring officer 
Smo not effectively use the government estimate during 
negotiations. [Ref. 10:pp. 5-8] 

An audit of the United States Army Missile Command, 
Reastone Arsenal, Alabama concluded that the command did not 
adequately determine the fair market value for 8(a) awarded 
contracts or pursue SBA business development expense funds. The 
MepmeeOto CSLimated the additional contract costs incurred as a 
Meoust Of these inadequacies could exceed $7 million for 35 of 
the 38 contract actions (contract award or modification) they 
reviewed. The 38 contract actions totaled about $73.2 million 
mga consisted of 13 contract awards and 25 modifications. 

Meet. ll:pp. 5-9] 

PimciGd Gauci bic imc Omoc hort Hood, lexas concluded 
that two of the three 8(a) contracts reviewed were overpriced. 
Mee contracts! annual costs were about $6.2 million and were for 
jeecOrialt, food and landscaping services. fhe overpricing 
amounted to about $168,000. Overpricing occurred because tne 


contracts were awarded at amountsS nigher than the fair market 


ae 


values, and business aevelopment expense funcs were not provmem 


by the SBA for the difference. [Ref. l2:p. 23] 


G,. SUMMARY 

Section d(a) of tne Small Business Act authorizes the SBA to 
contract on a sole source basis with other federal governmome 
procuring agencies and then subcontract the work to partic ipa ee 
8(a) contractors. The 8(a) contractors are small businesses 
owned and controlled by socially and economically disadvantaged 
individuais. This chapter provided a brief overview of theca 
contract award process, and discussed GAO and Army audit findings 
OP aOVer pi de mae, 

Overpricing occurs on an 8(a) awarded contract when an award 
is made above tne fair market value (which represents the price 
that would be obtained under normal competitive procedures) and 
SBA ousiness development expense funds are not provided for the 
Gai te iee wie liasie. 

Overpricing can and does occur, as demonstrated dy audi 
conducted by GAO and the United States Army Audit Agency of 
contracts awarded under the 8(a) Program. The overpricing 
examples noted by auditors were attrioduted to contract proceso 
inherent to 8(a) contracts, such as the determination of the iam 
market value, opposing negotiation objectives for the procumaam. 
asency and SBA, and the nonuse of SBA business developnent 


expense srungd.. 
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Pewee Malu TERANCE .SERVICe CONTRACTS 

llalintenance service contracts were selected for the analysis 
Mummers CnNesisS because tney are not as complex as other types of 
Sencvracvts, thus naking it easier to compare contract prices. Tne 
Mepecal flainteénance service contract utilizes unskilled labor ana 
Pequires limited capital investment. the services performed are 
generally repetitive and a common requirement at most DOD 
Mascalletions. Ine combination of these characteristics makes an 
analysis of comparable contracts at different installations 
Bossible. 

Maintenance service contracts represent all facilities 
mmemortl COntracts that do not involve construction. fhe contract 
Beastcally requires a contractor's time and effort and involves a 
Service rather than an end product. Examples of this type of 
memeract are janitorial services, automotive and repair services, 
meemmas Malmtvenance, guard service, and food service contracts. 
The contracts are subject to the Service Contract Act, wnicn 
requires the contractor to pay the prevailing minimum wage and 
fringe benefits as determined by the Department of Labor. 

Meer. 13:pp. 9.1-9.2) 
The maintenance service contract typically includes a clause 


Mret permits the federal covernment to extend tne term of the 


eS 


contract. Ine waximum term for tne contrects used in the 
analysis for this thesis is 36 months (a base year and two Gpemem 
years). 

when an option extending the contract "ser moumue 
executed, a price adjustment to the base is alloweda only stom 
cnanges that have occurred in the prevailing wage rates. Options 
are executed by a change order to the contract. A chan-e wang 
is also used to correct specification errors/omissions and 
customer requests for revisions to existing services that areueam 
the scope of the ccntract. These change orders are negotiated 
and become part of the contract wnen a contract modification is 


executed. 


Be -DATA COLUCECT GH 
1. General 

The data for the research were collected from WESTDIV and 
its field activities. Tne field activities are comprised vom 
approximately 20 geographically remote offices that service 
commands in nine western states and Alaska. The offices are 
headed by an Officer-in-Charge of Construction (OICC*s). Tne 
OlCC is a Navy Civil Engineering Corps Officer who is delegated 
contracting authority from the Commanding Officer of Weolviee 

The data for the maintenance service contracts used for 
this thesis were extracted from the WESTDIV Status of Convmacw. 
Report (R26), which is a component of the Construction Management 
System (CMS). The CMS is a subsystem contained siimmeea- 
ANALGAMAN/INTEGRATED Disbursing and Accounting Data Base asa 
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Mainvained oy the Waval Facilities Support Office. The Cis 
Meovices program, project, and construction managers at the Naval 
Facilities Engineering Command Headquarters, the Engineering 
Field Diva shen, ene OPCG@mr tel GC Glttees. Will, Information that 
aiaobres them to plan, monitor, and control the acquisition 
process. The WESTDIV R26 Report provides the contract number, 
type of contract (i.e., construction, demolition, maintenance 
Bemvice), location, and current price. The current price 
@Bemsists of the initial award plus all confirmed change orders. 

Telephone interviews were conducted with the cognizant 
ere field offices to obtain a subdivision of the current 
meomeract Price. [his Subdivision consists of the award amount, 
total option yeéer change order amount, non-option change order 
arliounts, and tne completion amount. As noted in Section A of 
mes Chapter, maintenance service contract award periods can 
total 36 months (@ base year and two option years). Options 
extensions are consumnated via cnange orders. Ties suD Gives Lon 
Oi current price into award amount, option year amount, and 
change order amiounts permitted an analysis of total change order 
pieeuntcs exclusive of option extension change order amounts. 

The WESTDiV Small Business Representative provided a 
listing of the contract numbers for 8(a) awarded contracts for FY 
80 through FY 85. This listing was applied to the selected 


contracts to identify the ones awarded under the 8(a) Program. 


aii 


e. Data Set De fas] tion 

Haintenance service contracts cover a wide range Of mgeeee 
Support functions. To improve contract COmMparapmia) oe 
jana vor Lack, grounds maintenance, refuse disposal, and scuaee 
service contracts were included in this study. These ty peouam 
contracts are conSidered to be representative 61 wf ecpecunan 
services required by most commands. 

All selected contracts were "closed out", or were tomes 
completed, by 30 September 1986. This ensured that the reflected 
change order total cost was a final Static figure as Oppo0sedmae 
that of an active contract whose total cost would be dynamics 

The change order total figure represents all executed 
changes exclusive of option extensions for each contract ines 
data base. No attempt was made to differentiate between types of 
change orders (i.e., error or omission/cUstomerewr course 

Tne WESTDIV K26 Report dated 30 April 1986 was utilized 
to obtain the analyzed contracts. A total of 147 contracts were 
initially selected for the data base. Of those selected, 54 were 
O(a) awards and 93 were awarded via formal advertising. This 
initial sample of 147 was reduced as a result of additional 
information obtained during the telephone interviews with the 
cognizant field offices. This information indicated thane 
some contracts were extended pveyond the 30 September 1986 
contract conipletion date; (2) some contracts remained 
because of contractor claims; (3) older contracts Woien@i aces 


completed for more tnan one year had been forwarded to central 
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Beorape Pacilivies, Waxing the retrievai of data cost 

pronibitive; and (4) otner contracts were completed early via a 

Mecuctive change order because of contractor poor performance. 
igi revised COMtrect dataywase totaled 52 

contracts. This base was composed of 20 8(a) awards and 32 

awarded via formal adavertising. Appendix A provides a summary of 

eontract award, option, change order, and completion amounts 


mone With the total contracts in eacn category. 


Meee AR ALY TICAL COMPUTATIONS 

A change orcer rate for each contract was computed by 
dividing the change order amount by the completion amount and 
Molciplying the result by 00. The mean, variance, and standard 
deviation of tne change order rate was computed for the two 
categories of contracts (8(a) and formally advertised). The sanie 
computetions were made for each of the four types of contracts 
Witdin the two categories (janitorial, grounds maintenance, 
refuse, guard service). Appendix B provides a summary of tne 
meoults. 

A two sanple t test was used to compare the means of cnange 
order rates. [Ref. 14:p. 297] Two tests were made. Tne first 
meee cOmpared the mean change order rate for the two categories 
Of cOntracts. The second test conpared the mean change order 


meme tor tne 8(a) and formally advertised janitorial contracts. 
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Oe SUA Re 

ilaintenance service contracts were selected for tne ana 
of this thesis because they are not as conplex as other types wor 
COnRLeracus, thus making it easier to compare contract results. fo 
inprove contract comparability only gdani tora wenic. 
maintenance, refuse disposal, and guard service contractsmyene 
used in this study. All selected contracts were "closed elias 
were completed by 30 September 1986. 

The data for the maintenance service contracts were extracted 
from the WESTDIV Status of Contracts Report. Telephone 
interviews were conducted with the cognizant OICC field offices 
to obtain the contract award, option, change order and complemien 
amounts. 

A change order rate for each contract was computed. ~ihe 
mean, variance and standard deviation of the change order se 
were then computed. A two sample t test was then used to conpare 
the mean change order rates for the 8(a) and formally advertised 


CONLracts. 


30 





[ieemoo jective Of this tnesis iS to review potential 
Pverorieing of O(a) contracts from a change order cost 
Meteopecctive. tfhis perspective wili take into account the two 
Q@iiferent contract processes for 8(a) and formally advertised 
Semtracts. 

Theoretically, formally advertised contracts are more likely 
memexperience lower award amounts and a potential for high change 
order costs, while 8(a) awards are more likely to experience a 
higher award amount and minimal change orders. Therefore, 
comparing award prices, as the GAO and army audits did, may not 
Pave a fair representation of the overpricing phenonienon. 

Poieciialivysts O1 LCOLal Change order cost rates for the two 
Mmmees Of contracts should neutralize the different effects 
mesociated With the different contract processes. This 
neutralization should permit a better determination as to whetner 
G(a) contracts are overpriced since it compares completed 
memtcract costs. 

The two sample t test was employed to make an inference about 
the population mean change order rates for (a) and formally 
advertised contracts. The null hypotnesis was that the 
difference between the two pcpulation ntieans equaled zero. The 
research hypothesis was that tne difference between the 


Sepulation means for the fornally advertised contracts and tne 


Sal 


S(a) awarded contracts was iess tnan zero. Ine rejection Peemem 
was t less than t aloha Wwitn alpha qua eee 

To perform the two sample t test the sample tean, Standang 
aqeviation, anda War vamac were conputed. The computations were 
made for the respective contract totals in tne &(a) and formanm 
advertised categories. These computations were also made for tne 
individual contract types within the two contract caver ons 
Appendix B Summarizes tne results. 

Due to the reduction in the number of contracts analyzed (147 
to 52 and the dispersion of the data collected), two separate t 
tests were computed vice five as originally planned. The first 
compared the mean change order rate for 8(a) and formally 
advertised janitorial contracts. The second compared tne mean 
change order rates for the respective totals in the 8(a) and 
formally advertised contract categories. 

The mean cnange order rate for the formally advertised 
janitorial contracts was greater than the mean change orgéer 7g 
for &(a) janitorial contracts, 15.96% versus 13.90%. The total 
mean change order rate for all contracts in tne vr onw wa 
advertised contract category was also greater than the total@ieag 
change order rate for all contracts in the G@a) = cenvurace 
category, 16.13% versus 11.43%. Although the rates differeduaaa: 
difference was not great enough to reject the null hypothesis for 
Ciponer Lathe ska 

The first test resulted in acceptance of the null hypotnesis. 


The t value was -0.2951 and the t alpha value for .10 was -1.315. 


Se 


Mowe ceCoren ren10n was t léss than nezative t alona. Tnis 


indicates conclusively tnat the difference between tne two 


Peri merronemean Change order rates 1s zero for the janitorial 


@eheraccts. 


Tne second test aiso resulted in tne acceptance of the null 


Myeounesis. ine t value was =-0.9955 and the t alpna vaiue for 


10 was -1.2995. The rejection region was t less tnan negative t 
aipha. This too indicates conclusively that the difference 
between tre respective population mean change order rates is zero 


moe coOtal 6 €a) and formally advertised contracts. 
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V . seas 


Overpricing of 8€a) contracts was cited by GAO ano sume 
states Army Audit Agency audit reports. Overpricing occurs when 
tCrese contracts are awarded above tne fair market value a@mdmeeeee 
dqoes not provide business development expense funds. 

Tnis thesis reviewed overpricing of 8(a) contracts from a 
change order cost perspective. An analysis of total change "oman 
eosts for 8(a) and formally advertised contracts Sheu 
neutralize the different effects associated with the different 
contract processes (8(a) contracts utilize sole source 
negotiations while formally advertised contracts utilize open 
competition). 

The analysis was conducted by using two sample t tests to 
maxe inferences about the population mean change order rates. 
Two tests were performed. Both test results concluded that tne 
mean change order rates for 8(a) and formally advertised 
contracts are equal. This infers that, on the average, 8(a) and 
formally advertised contracts experience comparable change order 
ienve or 

Coniparable change order rates conflict with the 
theoretical contract results for 6(a) versus formally advertpeed 
contracts. The competition inherent with formally advertised 
contracts should result in lower award amounts and a higher 
change order rate. The higher change order rate occurs because 
the contract parties are not permitted to discuss angeresewe 
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Pemera@t heduire,,ents pricr to awara. Opposite résuits snouid 
Pech TOmmo ta) COntracts.. FOmecQa) contracts the lack of 
competition should result in a higher award. Tne sole source 
MmegOULlations should BectUre SliimemOCE Cer MucUdl winders landing Of 
contract requirements and thus minimal cnange orders. 

Pelee Chane euorgehey ales Were found to De comparable, it can 
be concluded that a comparison of awerd prices, (as the GAO and 
many audits did) provides a fair representation of overpricings 


for maintenance service contracts. 
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